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The Relationship Between Personal Income 
and Taxable Income 

Taxable income of individuals has 
grown much faster than the OBE 
personal income measure over the past 
two decades, but the differential was 
not due to the fact that personal income 
differs conceptually from the income 
subject to Federal tax. This article 
outlines the relationship between the 
two magnitudes and indicates the 
factors accounting for the difference 
in growth rates. 

Jr EESONAL income is calculated by 
the Office of Business Economics as a 
measure of the current income received 
by persons from all sources. In this 
context, "persons" are defined to con
sist not only of individuals but also 
nonprofit institutions and private trust 
and welfare funds. In addition to in
comes arising from production, the 
estimate of personal income includes 
transfers from government and busi
ness; it also includes substantial 
amounts of imputed income in addition 
to that received in money form. 

Personal income is not a measure of 
the income subject to the Federal per
sonal income tax, because it includes 
some income not subject to the tax— 
such as most transfers and the income 
of nonprofit institutions—and excludes 
some items that are subject to taxa
tion—such as realized capital gains. 
Adjustment of personal income for 
these and other conceptual differences 
yields an estimate of the total adjusted 
gross income (AGI) of taxable and non
taxable individuals. That estimate of 
total AGI differs from taxable income 
as compiled by the Internal Eevenue 
Service from individuals' tax returns. 

The difference consists of deductions, 
exemptions, the AGI reported on non
taxable returns, and the estimated 
amount of unreported taxable and non
taxable AGI. This article presents 
annual data, for the period 1947-68, 
showing the relationship between the 
OBE personal income estimate and 
taxable income, that is, the figure to 
which the tax rate structure is applied 
in determining personal income tax 
liability. The relationship is traced in 
table 1.* 

Faster growth of taxable income 
Lines 2 and 3 of table 1 summarize 

the various subtractions from and ad
ditions to the OBE estimate of per
sonal income that are necessary to 
arrive at an income measure conceptu
ally equivalent to "adjusted gross in
come" as defined for purposes of 
Federal income taxation. These items 
are discussed in more detail at the end 
of this article. After the various sub
tractions and additions are made, the 
resulting magnitude (line 5) is the OBE 
estimate of adjusted gross income of 
all individuals, both taxable and non
taxable. 

The OBE estimate of total AGI 
shows a growth path over time very 
similar to that of personal income. 
Thus, although individuals' taxable 
income rose at a significantly faster 

1. The data In table 1 extend for̂ vard and make some 
revisions In the series published in William H. Waldorf, "Tho 
Hosponslveness ot Federal Personal Income Taxes to Income 
Chango," SunvEY OF CURRENT BUSINESS, December 1067. 
Tho revisions affect most ot tho data for 1005. For earlier 
years, tho revisions affect certain of the Items that aro counted 
in personal income but excluded from adjusted gross income; 
tho affected items ore in linos 2(b) and 2(d) of table 1. 

rate than personal income in the period 
1947-68, that divergence was basically 
not due to the conceptual difference 
between personal income and AGI. 
Rather, it was principally due to the 
slow growth in taxable individuals' 
exemptions and in nontaxable and 
nonreported incomes which more than 
offset the rapid growth in taxable 
individuals' deductions. Thus, an ever 
increasing share of estimated total 
AGI—and of personal income—^flowed 
through into reported taxable income. 
In 1968, the ratio of personal to 
taxable income was 51 percent, up 
from 39M percent in 1947. 

Rapid growth of deductions 

Aggregate deductions of taxable in
dividuals grew faster than AGI 
throughout the 1947-68 period. Before 
1960, the increase in deductions was 
largely due to a very fast rise in 
itemized deductions. The growth rate 
of itemized deductions slowed in the 
more recent period, but still sub
stantially exceeded the growth rate 
of the amount claimed under the 
standard deduction. This was so, even 
though standard deductions received 
a marked boost in 1964 by the intro
duction by the Eevenue Act of 1964 
of the minimuni standard deduction 
calculation, which induced a significant 
number of taxpayers to forgo itemizing. 

Exemptions grow slowly 

In contrast to deductions, the growth 
of aggregate personal exemptions was 
quite slow. From 1948 onward, the 
personal exemption was stable at $600. 
Thus, growth of the aggregate was 
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largely limited by the growth of the 
population eligible for the exemption. 
In the past decade, the effect of a 
marked slowing in births has been only 
partly offset by an accelerated rise in 
the number of persons aged 65 or over 
and thus eligible for an additional 
exemption. Over the next few years, 
however, faster growth of aggregate 
exemptions can be expected as a result 
of the Tax Reform Act of 1969, which 
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Personal and Taxable Income 
Taxable income has risen faster than personal income 
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provides for increasing the personal 
exemption to $750 by 1973. 

Nontaxable and nonreported income 
The exein]jtions and deductions of 

taxable individuals account for the 
difference between taxable income (line 
11, table 1) and the AGI of taxable 
individuals as compiled by l E S (line 
8). The latter measure differs from the 
OBE estimate of total A GI of all indi
viduals (line 5) by the amount of 
reported but nontaxable AGI plus the 
estimated amount of nonreported AGI. 
These magnitudes are shown on lines 
6 and 7 of table 1. 

As a result of the growth of money 
incomes—reflecting both real growth 
and inflation—-there was little net 
expansion from 1P47 to 1968 in the 
aggregate amount of AGI reported on 
nontaxable returns (i.e., returns show
ing AGI equaled or exceeded by ex
emptions, deductions, and/or tax 
credits). Consequently, reported but 
nontaxable AGI dropped from 83^ 
percent of OBE's estimate of total 
AGI in 1947 to only 2% percent in 
1968. 

The amount of nonreported income, 
as estimated by OBE, grew very slowly 
over tho two decades, and its share in 
estimated total AGI also declined— 
from 1 2 ^ percent in 1947 io lyi per
cent in 1968. Because of various im
perfections in the data and the esti
mating techniques, tho estimate of 
nonreported income should not be used 
as the indicator of noncompliance. 
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One source of possible error in the 
estimates is the OBE measure of per
sonal income, which is of course itself 
subject to error. Another factor, which 
tends to inflate tho estimate of non-
reported AGI, is that the estimate in
cludes some incomes that were not re
ported because they were received by 
persons with incomes below tho filing 
requirement. Another consideration is 
that the data presented in this article 
aro based in part on tax returns as filed, 
and thus reflect not only nonreporting 
but also errors and differences of opinion 
which are subsequently rectified 
through the auditing and appellate 
procedures provided by law. While no 
precise measure is available of the 
amounts involved, it is probable that 
final data would show a smaller degree 
of noncompliance than that suggested 
by the estimates of nonreported income 
presented here. 

On the other hand, it was necessary 
in dtriving OBE's estimate of total 
AGI to use tax-return data for the 
items (such as the taxable portions of 
capital gains and taxable pensions) in
cluded in A GI but not in personal in
come. This procedure, which was neces
sary in the absence of independent data, 
involves the implicit assumption that 
all such incomes are reported; it thus 
presumably puts a downward bias on 
the estimates of nonreported income 
and of the ratio of nonreported income 
to total A GI. 
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Subtractions from personal income 
Line 2 of table 1 shows the estimated 

amount of personal income that is 
either not taxable or taxable on a 
different accounting basis than that 
used in recording personal income. 
Transfer payments are the largest of 
the items included in personal income 
but excluded from adjusted gross in

come. The excluded amount comprises 
all types of transfers except military 
retirement pay. Most of the personal in
come component called "other labor 
income" is also excluded from adjusted 
gross income. The excluded amount 
consists largely of employer contribu
tions to private pension and welfare 
funds and compensation for injuries. 
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The imputed incomes deducted from 
personal income include wages paid in 
kind, the rental value of owner-occupied 
housing, food and fuel produced and 
consumed on farms, and the value of 
interest imputed to depositors in finan
cial intermediaries, holders of life insur
ance policies, and participants in non-
insured pension funds. 

The other items subtracted from 
personal income include income not 
received by individuals, income ex
cluded by law from AGI, and allow
ances for differences between the way 
incomes are reported in personal and 
in adjusted gross income. Personal 
income not received by individuals 
comprises income retained by fidu
ciaries, that is, not distributed to bene
ficiaries, and property income received 

by nonprofit institutions serving house
holds. In 1968, these items had esti
mated values of about $3̂ ^ bilHon tmd 
more than $1K billion, respectively. 

The items included in personal in
come but legally excludable from AGI 
are as follows, with their amounts in 
1968: excluded sick pay, business ex
penses, moving expenses, and contri
butions to self-employed retirement 
plans, $5}^ billion; tax-exempt military 
pay and allowances, $3K billion; ex
cluded dividends, $1 billion; tax-exempt 
interest, $1 biflion; and tax-exempt 
dividend distributions, $M billion. The 
accounting differences between per
sonal income and adjusted gross income 
involve the treatment of such items as 
depreciation on tenant-occupied resi
dential properties and farms; gains on 
the sale of livestock, timber, and certain 
real estate developments; savings bond 

interest; depletion charges on mineral 
production; and other items. 

Additions to personal income 

Of the items included in AGI but not 
counted in personal income, the fastest 
growth rate was shown by personal 
contributions for social insurance. The 
sharp rise in these contributions re
flected increases in the contribution 
rate, increases in the maximum income 
level subject to contribution, and exten
sion of the social security system to 
broader classes of workers. The other 
items not counted in personal income 
but included in AGI include realized 
capital gains, the taxable portion of 
annuities and pensions, and a host of 
miscellaneous items such as prizes, 
awards, gambling winnings, and so 
forth. 

Table 1.—Reconciliation Between Personal I n c o m e and Taxable Income, 1947-68 

[Billions or dollars] 

1947 1948 1949 1960 1961 1962 1953 1954 1965 1950 1957 1958 1969 1960 1901 1902 1903 1904 1905 190G 1907 1908 

1. PcrBonal Income (OBE) 

2. Subtract: Portion ol personal Income 
not Included In adjusted gross 
Income — 

(o) Transfer payments (except 
military retirement pay) 

(b) Other labor income (except 
fees and military reserve 
pay) 

(o) Imputed Income 
(d) Other types ol personal 

Income 

3. Add: Portion ol adjusted gross Income 
not Included In personal Income 

(a) Personal contributions for 
social insurance 

(b) Not gain from sale of capital 
assots 

(o) Other types of Income 

4. Subtotal: Total adjustments for con-
coptuol dlflorences (2-3) 

6. Equals: Adjusted gross Income of all 
Individuals, estimated from personal 
Income (OBE) 

0. Subtract: Adjusted gross Income re
ported on nontoxableroturns (IRS)'. 

V. Nonreported adjusted gross 
income, (fr-0-8) 

8. Equals: Adjusted gross Income of 
taxable Indlvlduols (IRS)» 

9. Subtract: Deductions of taxable In
dividuals 

(a) Standard deductions 
(b) Itemized deductions 

10. Personal exemptions ol 
taxable individuals» 

11. Equals: Taxable income oflndlTlduals 
(IRS)2 
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290.1 
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3.4 
2.3 

37.2 
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19.6 

23.7 
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27.6 
11.0 
16.9 

07.0 

115.2 

310.9 

60.0 

10.9 

6.7 
10.8 

9.0 

12.6 

6.2 

4.8 
2.6 

37.6 

273.4 

18.9 

24.9 
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30.6 
12.0 
18.6 

71.2 

127.9 
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62.6 

18.0 

7.0 
17.6 

9.4 

13.4 

6.8 

4.0 
3.0 

39.1 

293.9 

18.2 

20.1 

249.0 

33.0 
12.0 
21.0 

74.0 

141.4 
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8.0 
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10.8 

14.1 
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3.9 

44.6 

30G.5 

18.2 

20.1 

202.2 

30.2 
12.3 
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3G1.2 

05.0 

26.1 

8.9 
19.0 

16.0 

0.9 

4.3 
4.4 

50.3 

310.9 

19.0 

29.7 

202.2 

37.2 
11.7 
26.5 

76.8 

149.2 

383.5 

68.0 

20.0 

10.3 
20.7 

11.0 

18.4 

7.9 

0.3 
4.2 

BO. 2 

333.3 

17.3 

28.2 

287.8 

41.7 
12.1 
29.0 

79.7 

166.4 

401.0 

73.1 

27.8 

10.9 
21.9 

12.5 

18.1 

9.3 

6.3 
3.6 

65.0 

346.0 

18.3 

30.5 

297.2 

44.6 
11.7 
32.8 

81.2 

171.6 

416.8 

78.7 

31.0 

11.0 
22.7 

12.8 

21.2 

0.0 

7.0 
4.0 

67.6 

359.3 

18.0 

29.4 

311.3 

47.2 
11.0 
35.0 

82.5 

181.6 

442.G 4GS.5 497.5 

82.9 

32.4 

12.8 
23.0 

14.1 

20.4 

10.3 

5.8 
4.3 

02.6 

380.1 

18.1 

31.4 

330.0 

50.6 
11.8 
38.7 

85.1 

195.0 

88.6 

34.3 

13.7 
26.0 

14.9 

23.2 

11.8 

0.4 
6.0 

05.3 

400.2 

18.4 

31.4 

360.4 

64.6 
11.0 
42.0 

87.4 

208.6 

93.2 

36.5 

16.3 
27.7 

14.7 

27.2 

12.6 

7.0 
0.8 

00.0 

431.5 

20.7 

34.8 

370.0 

58.4 
14.8 
43.0 

88.3 

229.3 

538.9 

102.7 

38.0 

17.4 
29.8 

10.8 

30.8 

13.4 

10.2 
7.2 

71.9 

467.0 

19.9 

37.8 

409.3 

03.1 
15.7 
47.4 

01.9 

254.3 

587.2 

l U . l 

42.6 

19.2 
32.1 

17.3 

36.1 

17.7 

9.9 
7.4 

70.0 

611.2 

18.3 

42.7 

460.2 

08.4 
17.1 
51.2 

90.2 

285.5 

G29.4 

124.7 

60.2 

20.4 
34.6 

19.5 

41.0 

20.0 

13.7 
0.7 

83.7 

545.7 

17.4 

40.9 

487.4 

74.0 
17.0 
50.5 

99.1 

314.3 

687.9 

137.3 

57.2 

22.5 
37.2 

20.4 

48.4 

22.0 

17.8 
8.1 

88.9 

599.0 

10.1 

44.0 

538.3 

83.7 
17.0 
05.0 

102.7 

351.9 

1. Nototdellclts. 
2. Figures published by IRS In Statistics of Income for 1961,1952, and 1983 have been reduced 

by the amount of income, and oxoinptions reported on returns showing self-employment tax 
but no Income tax liability; this has been done in order to bnprove comparability with data 
published in Statistics of Income lot subsequent years. 

NOTE.—A more detailed reconciliation between personal liicomo and OBE's estimate of 
adjusted gross Income (lines 1 and 6) is available on request. 

Sources: U.S. Department of Commerce, Olllce of Business Economics, and U.S. Treasury 
Department. 


